Islamic finance being a relatively new business segment, however, have shown promising results so far. In addition to banking services, Islamic finance has started penetrating in other sectors including capital markets and insurance. This study aims to evaluate the newly emerging Takaful sector in Pakistani market. The study covers an overview of insurance sector including Takaful; comparative financial analysis of Takaful industry with conventional insurance; an insight into the accounting and legal framework for Takaful; a customer survey to document the perception about Takaful business; and an insight and documentation of challenges to Takaful operations. Findings suggest Takaful business has low market share, although growing at a faster pace. The past financial performance appears to be poor, though with singnificant potential depicted by healthy growth. A reasonably good regulatory framework is also in place. Overall, market sentiments are very positive about Takaful insurance in Pakistan.
I. Introduction
During the twentieth century, liberation (or creation) of Muslim countries from colonial powers led these societies to evaluate the prevailing socio-economic systems critically through Islamic lenses. A mass movement of Islamisation of these societies started across the Muslim world [e.g. the Brotherhood and the Jamaat-e Islami movements] (Zawia-2014) .
knowledge, there is hardly any such study in the context of Pakistan, and it is appropriate at this point, to unfold the issues of Takaful industry in Pakistan. The rest of the study is in the following order. The context of Takaful is discussed in Section II. Study objectives and methodology are stated in Section III, followed by results & analysis in Section IV.
Section V offers conclusion. Although in principle, it is agreed as well as preferred to have a council of participants to monitor the operations of Takaful given the cooperative nature of activity. However, in practice, it is managed by a joint stock company having professional skills and expertise for a fixed sum of fee out of the contributions. Hence, the role of an insurance company is vital in managing the affairs of a Takaful system. It is the insurance company that is responsible for all types of documentations, management of insurance operations, and investments. In practice, an insurance company is registered with a local regulator (e.g. Option C is being practiced by Takaful companies by providing interest free loans from the wealth of the shareholders in order to keep running the insurance operations. Successful running of insurance business is in the interest of an insurance company making it a win-win situation. 5 A set of rules relating to insurance policies is written in articles of association. After registration a standard agreement is prepared by insurance company and got signed from participants. This standard agreement contains terms and conditions of insurance policy including amount of premium as well as compensation.
II. Takaful Framework
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better than Takaful companies in terms of profitability and efficiency while Takaful sector turned out better in liquidity management during the study period (2006-2011).
Yusuf & Babalola (2015) conducted a premier study on Takaful sector in Nigeria and documented the lack of awareness among masses and a skillful workforce trained in Islamic finance, a common phenomenon globally in the area of Islamic finance. To the best of our knowledge, there is no study on a comprehensive evaluation of Takaful insurance in the domestic market, and this is the right time to study Takaful sector of Pakistan and document findings, challenges and recommendations.
III. Study Objectives & Methodology
Insurance is all about sharing risks by participants. Accordingly, insurance is one of the risk management/mitigation tools. Modern insurance has been transformed into an important business segment. This study aims to gain an insight into Takaful operations in comparison with conventional insurance sector in Pakistan. More specifically, it analyzes their growth and expansion, financial performance, regulatory and accounting developments, Takaful models, reinsurance arrangements, and market perception about Takaful business. In summary, this study has following objectives:
1 an increasing trend. It shows that the assets of Takaful doubled in three years and were six times more in 2015 than those in 2008. It is important to note that during this era, conventional industry assets increased to three times only and the GDP growth rate in the country remained below 5%. This trend shows a significant increase in assets under Takaful than the conventional insurance, a clear evidence of market interest and potential for growth in Takaful in Pakistan. Another important source of earnings for an insurer is the underwriting fee. Underwriting income is generated through selling new policies. Ideally, it should be depicted as a percentage of profit, however, in the case of Takaful, the underwriting figures are negative as shown in Figure 6 . For , half of the period under review, underwriting income is positive. However, the amounts are rather smaller. Ideally, an insurance company should be in profit on underwriting business.
Another aspect of the insurance business is the share of risk outsourced by the insurance company which is depicted through net premium to gross premium ratio. Figure 7 presents the comparative risk bearing ratio for both streams of insurance. As per figures reported, Takaful companies outsource most of their risk as compared to the conventional insurance sector. Median risk bearing figure for conventional insurance is 79% while for Takaful companies; it is just 28%. Hence, Takaful companies are less risky as compared to conventional insurance companies.
Outsourcing of risk is beneficial only if actual claim-service matches with the amount of premium passed onto the reinsurer. Figure 8 presents the comparative position of conventional versus Takaful companies based on net claims to gross claims ratio. Median contribution by reinsurer under the conventional system is 21% while under Takaful, it is 35%. This shows the inefficiency of bargaining with reinsurer as well as selection of reinsurance contract. It was discussed above that a major portion of premium (72%) is passed on to reinsurer while contribution in claims is 35% for Takaful companies while conventional companies pass only 21% of the premium and receive a contribution in claims equal to 21%.
Another important source of earnings as well as measure of performance is returns on investments made by a company out of funds available for investment. This ratio can be calculated as a share in net profit or as a return on investment. Given the negative results in profitability of Takaful companies, we selected the latter approach and trends over the years are presented in Figure 9 .
In the case of returns on investments made by insurance companies as well as Takaful companies, a median ROI is 4%, although the average is different. Investments must be made according to the Islamic finance principles under the supervision of Shari'a board.
d. Participants' Takaful Fund (PTF) is required to be maintained for dealing in risk management including contributions, re-takaful revenues, return on PTF's investments and charged with direct expenses (except office expenses), re-takaful cost, payment of claims, Wakala fee and share of Mudarab (Takaful company) in investment returns and creation of reserves and surplus distributions. In the case of a deficit, Qard-e-Hassan (interest-free loan) financing is allowed (in fact, it is required that operator undertake to pay the losses through Qard-e-Hassan in the case of the deficit), with the right to recover from future earnings of PTF.
e. Surplus/deficit shall be calculated at least annually, and surplus shall be distributed to participants in cash or reduction of contributions or used for charity if consented so by a participant and/or a group.
f. If Shari'a compliant re-takaful is not available then with the approval of Shari'a board re-takaful can be obtained from conventional reinsurance companies.
g. Establishment of Shari'a board and Shari'a compliance audit is necessary.
Except for a detailed criterion for liquidation and distribution of surplus in PTF, in the case of ceasing operations, a comprehensive accounting and regulatory framework are being laid down by SECP to regulate Takaful business in Pakistan. Legislation has also included a reference to AAOIFI accounting standards. Additionally, a reference to Shari'a compliant filters for investments is cited. Shari'a governance mechanism in addition to general corporate governance compliance is also required. However, a need for a full-fledged law on Takaful as well as the full adoption of AAOIFI standards cannot be ruled out. Another question was about the satisfaction of respondents about the regulatory framework for Takaful business in Pakistan. 52% of respondents were dissatisfied with the prevailing regulatory framework and suggested a separate law (act/ordinance) for regulation of Takaful business. 30% perceives that Shari'a supervision is weak; 42% of respondents were of the opinion that SEC Takaful rules are satisfactory; and 25% of respondents suggested the adoption of AAOIFI framework for regulation of Takaful in Pakistan.
The ninth question was about the capacity of the Takaful system to meet the needs of businesses and households. 59% respondents showed their confidence in the ability of the system to serve the market while 33% remained skeptical about the capacity of Takaful business to serve the market.
In response to a question about the future of this new (Takaful) stream of insurance in Pakistan, a negligible minority of 4% show that its future is bleak, 37% believe it has a very promising future, 40% perceive it will continue at existing pace while 26% believe it will remain the second best choice following conventional insurance. Strengthening workforce in the area of Islamic finance is also documented by Yusuf & Babalola (2015) .
In sum, the results suggest that an awareness campaign is needed about the availability of Islamic finance products in general, as well as offering a professional qualification for upcoming business graduates. Additionally, a separate law based on AAOIFI framework to regulate Takaful business is needed, ensuring strong Shari'a supervision. Potential of Takaful remains positive in Pakistan, and this industry needs to tailor its services according to business and household needs.
V. Conclusion
This study was aimed at evaluating Takaful industry in Pakistan. It considered the operations, regulatory framework, financial performance, and market perception. Data was extracted from annual reports of Takaful companies operating in Pakistan, SEC regulations, and market survey of accounting/finance professionals. It concludes that despite the significant potential, Takaful has not been very successful in penetrating the insurance business. Financial performance of Takaful companies operating in Pakistan is poor as compared to conventional insurance companies except for growth and expansion.
Although a reasonably good regulatory framework is in place, however, an independent law based on AAOIFI framework would provide additional confidence to the market.
Despite very positive sentiments about Takaful An issue needs to be addressed, globally, by a consortium of global Takaful market.
5. Analysis has shown that Takaful companies operating in Pakistan are at a consistent disadvantage as for re-Takaful gains, and underwriting profits are concerned. There is a need to develop efficient business models to address the issue. 
3-Summary of Shari'a Rulings on Insurance
In this section, a summary of Shari'a rules taken from Shari'a Standard 26, issued by AAOIFI, is presented.
1. The managing company is entitled to its own capital and returns on capital, the agency fee, and its specific share of the actual profits earned by investing the insurance assets through Mudaraba or investment agency. The company also bears all the expenses of its operations including those relating to its task for investing the insurance assets.
2. The insurance fund is entitled to the contributions and the returns thereon, the provisions and reserves relating to insurance business, and the insurance surplus.
The fund bears all direct expenses pertaining to management of insurance operations. 7. The Insurance account is entitled to the insurance assets, returns on investments, and bears liabilities relating to these assets.
8. The adopted rules may comprise disposal of the surplus in a way that serves the cause of common interest of the participants (including accumulation of reserves, reduction of the contributions, charitable donations and distribution among participants). However the insurance company is not entitled to any share of the surplus.
9. In case of liquidation of an insurance company, all provisions and accumulated reserves pertaining to insurance should be spent for charitable purposes.
10. Preference should be given to policyholders to participate in the management of the insurance operations [e.g. representation in the board of directors].
11. Insurance company is required to adhere to the principles and rules of Islamic Shari'a in all its activities. 12. A Shari'a supervisory board should be established; as well as an internal unit for Shari'a monitoring and auditing.
13. For a policyholder, the amount of contribution as well as benefit payable should be specified.
14. In case of death of a policyholder, Takaful entitlements should be distributed among the deserving persons, parties or purposes as indicated in the documents.
However if deceased was entitled to some investment balances, then the same should be distributed among the inheritors according to the Islamic rules of inheritance.
15. In case of death benefit, it should be clearly stipulated that if the cause of death is 'murder' then the beneficiary cannot be a person involved in murder.
16. Non-Muslims can participate in various types of Takaful with Muslims.
17. The contribution may be determined according to the actuarial principles based on statistical techniques.
18. The risk that constitutes the subject matter of insurance should be one that could probably occur. It should not be something that relates to the absolute will of the participant, and should not encounter any Shari'a prohibition.
19. Submission of accurate information by policyholder about the risk insured is required. In addition, one should inform the company about any new circumstances that may contribute to increasing the risk. In case of fraud, deceit, and false information, one may be deprived from partial or full indemnity. In case of unintentional misrepresentation by policyholder, the indemnity shall become proportionate to the accurate information s/he presented. 20. Payment of contribution on time, is required. In case of delay, company has the right to terminate the contract or pursue legal enforcement.
21. The participant shall receive equal to either the actual loss suffered or the insurance amount, whichever is less. The participants should not receive both the indemnity and the compensation from other parties for injury caused to him. 
